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Ons of the nest industry and Government 
as we approach the end of the war and reconversion to civilian 
production is the proper treatment in Se 
renegotiation, contract termination, and costing purposes o 
j those costs which relate to wartime operations but for w expen- 
t to date not on its 
books and in its statements for these future costs and that an over-all 
overstatement of corporate its resulted. It is possible t 
{ costs may be the result of their disallowance for tax and government 
for these various purposes. During 
d iation, contract termination, costing purposes is 
to be the of auth Conquers ant ( 
in the administrative branches of the Government. The three articles of 
in this section of the Bulletin and the research survey on reconversion th 
‘ costs in Section III of this issue deal with this important problem. 
The three papers in the issue of the Bulletin were presented at a o 
, cember meeting of New York Chapter. C. Oliver Wellington, 
; the author of our first t, Partner of Scovell, Wellington & Co. 
— of New Y on accounting matters. 
mee an conventions. esa president 
American Institute of Accountants and the of Consult- 
anagement Engineers. 
Seybold, author of our second pager, i Vice, President 
Controller, and Director of the Westinghouse ic & Manufactur- 
ing Co. Like Mr. Wellington he has been active in N. A. C A. 
matters, as a director later president Pittsburgh 
Chapter and as a member of the National Board. 
Dr. Carl S. Shoup, author of our third paper, is Associate Professor ' 
of Economics at the School of Business of Columbia University. An 
Division of Tax of the Treasury Department for many 
Articles published in the Bulletin present many different viewpoints. 
, In publishing them the Association is not sponsoring the view ex- 
, pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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POST-WAR RESERVE PROVISIONS AS WARTIME 
COSTS 


A Panel Discussion 


RESERVE PROVISIONS NEEDED TO REFLECT 
REAL INCOME 


By C. Oliver Wellington, Partner, 
Scovell, Wellington & Co., New York, N. Y. 


TH SUBJECT of reserve provisions for losses and expenses 
arising out of the war raises two broad groups of problems: 
(1), the proper effect of such losses and expenses upon current 
operations and financial statements, and (2), the proper provisions 
that should be made for deduction of a portion of such losses and 
expenses in determining the income for each year for purposes 
of renegotiation of war contracts and for federal taxes on income. 
All accountants, whether employed by corporations or practicing 
independently, can help toward sound solutions of the first prob- 
lem of reporting the real current earnings. On thé second broad 
problem we can at least offer suggestions based on our experience. 
There is a widespread tendency to give altogether too much 
consideration to income tax laws and regulations in determining 
accounting procedures. Over-all emphasis of the tax viewpoint 
and a similar viewpoint toward renegotiation of profits before 
taxes is natural in these days when the government’s “take” in 
profits before income taxes runs up as high as 80 per cent. How- 
ever, we must be careful not to allow these large deductions to 
oyer-weigh our judgment as to what is correct from the stand- 
point of sound accounting. If we stick to sound accounting and 
continually emphasize sound accounting we can exert continued 
pressure to have the handling of taxes and the handling of rene- 
gotiation conform as nearly as possible to sound accounting. 
Let’s be right in our current financial statements and then fight 
hard to have taxes and renegotiation follow the same ~sound 


Principles. 
Companies Providing Reserves 
Recognizing the importance of special reserves arising out of 
the war, a study was made by the Research Department of the 
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American Institute of Accountants at the request of the Treasury 
_ Department. This study, which was published in the November, 
1943, issue of The Journal of Accountancy forms a good basis for 
our discussion. 

The study covered the published annual reports of 551 indus- 
trial corporations, supplemented by inquiries of representative 
firms of independent public accountants. Of the 551 reports 
examined, 338 companies had reserves of the type under con- 
sideration, of which 255 represented provisions made by charges 
against income, 21 by charges against earned surplus or trans- 
ferred from other reserves, and 101 represented cases where 
reserves existed but no current provision was observed. The 
statements reflected a total of 377 reserves, in which there were 
39 duplications because some companies had more than one reserve. 

The fact that 276 reserve provisions made during the year 1942 
aggregated approximately $460,000,000, indicates how important 
this problem appeared to be to those who gave it suitable con- 
sideration. However, the study indicates clearly that the consid- 
eration given was not as broad as it should have been, and that 
many of the reserves appear to have been set up without sufficient 
study of each of the factors involved, and the effects of each 
on the operations of the company for 1942 and other years. 

While it is desirable to have reflected in balance sheets sufficient 
aig for post-war expenses and losses, and while reserves 

as far as the balance sheet is concerned, be set up by trans- 
fies om other reserves or by charges against earned surplus, 
such reserves tell only a small part of the whole story, and leave 
untouched the most important part, which is the proper reflection 
of post-war expenses and losses in income statements. 


Public Misled on Over-All Profits 
The general public has been misled, and is still being misled, 
as to over-all profits being made by business during the war 
period. The monthly report of the National City Bank of New 
York for March, 1943, summarized the reports of 710 manufac- 
turing companies for 1942, and drew certain conclusions as to 
profits in comparison with 1941 and prior years. The report 
called the reader’s attention to the fact that many of the reports 
for 1942 were subject to reduction of profits through renegotiation 
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of war contracts, but did not include comments that the state- 
ments in only a few cases contained suitable charges against income 
to cover post-war expenses and losses. 

The same situation has continued in the quarterly or other 
interim statements that have been filed by most corporations 
in 1943. While attention has been called by suitable footnotes 
to the tentative nature of such statements and adjustments 
that will be necessary because of provisions for post-war ex- 
penses and losses and for renegotiation, few of such state- 
ments have made such provisions by actual deductions from 
income, so that the final amount of net income as shown is 
undoubtedly overstated and over-all statistics prepared from 
a number of such statements give totals for earnings that are 
overstated. 

The American Federation of Labor, in its November 
monthly survey, refers to corporation profits being up 13 
per cent. My own opinion is that the true profits, after re- 
ductions from renegotiation and the proper proportion of 
post-war expenses and losses, will be down rather than up. 


Reserve Provisions Needed to Give True Income Picture 


While I realize that officers of a corporation dislike to set 
up a provision for renegotiation as an implied invitation to 
the renegotiation agencies to come and take away at least 
that amount, unless deduction is made in the income state- 
ment the final net figure shown gives to security holders and 
the general public a false impression of business profits during 
the war period. 

Up to the present time, the tendency in the passage of 
laws and the administration of such matters as taxes and 
renegotiation has been to leave business with an over-all 
return during the war period which is grossly unfair to the 
capital invested and the managerial skill applied, as compared 
with the corresponding energy and ability of other groups 
such as laborers and farmers. The relative inadequacy of the 
return on capital is apparent, even without proper adjust- 
ment of income because of renegotiation and post-war losses 
and expenses, but the inadequacy becomes more glaring when 
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proper consideration is given to these items and we have a 
true picture as to net results. 

I am referring to business in general and in total, and not to 
any few conspicuous cases of large profits that have been cited 
as if they were typical and have been put forward as an excuse 
for unfair treatment of all businesses. 

As already stated, the study made by the American Institute 
of Accountants indicated great inconsistencies in the handling of 
provisions for post-war losses and expenses in the published 
statements for 1942. However, even if many companies failed 
in 1942 to give sufficient study to the problems and develop the 
background for determining the proper deduction from 1942 
income, we should all use our influence to bring about sounder 
and more realistic decisions in 1943. 

Procedure Followed by One Company 

As an illustration of what I believe should be done by each 
company, I am summarizing the procedure followed by one of 
our clients in determining the proper charge against income for 
the year 1942. 

The operating executives in charge of each of the manufactur- 
ing plants were asked to review, with the help of their engineers, 
the current condition of the plants and to estimate what needed 
to be done to rehabilitate the properties and put them in suitable 
condition for peacetime activity. This included, for example, 
costs of dismantling and preparing for shipment government- 
owned machinery and equipment, and for dismantling and moving 
machinery and equipment owned by the company and used for 
war production, which would not be useful for peacetime produc- 
tion. In addition to government-owned equipment, the estimate 
covered those expenses of moving government-owned inventory 
that probably would not be covered by allowances made at the 
time of cancellation of government war contracts. The estimate 
also covered the necessary rearrangement of machinery and equip- 
ment for peacetime production and the expenditures for repairs 
and maintenance deferred during the war period. 

The second group of expenses on which reports were obtained 
from the several plants dealt with special lease agreements with 
Defense Plant Corporation, and the expenses and losses in final 
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delivery of such plant and equipment upon. the termination of 
lease agreements after the war production is completed. 

The third group of items considered were war facilities sub- 
ject to amortization over a sixty-month period. A tabulation was 
made of such facilities in groups by dates of acquisition, in order 
to determine the further charges if amortization were accelerated 
over a shorter period than sixty months. 

The fourth group of expenses were the probable separation 
allowances to employees who would not be needed after the war 
emergency is over. These allowances covered both those now 
employed, who would have to be discharged to make places for 
the return of employees now in the armed services, and the reduc- 
tion from the excessive total required for war production to the 
basis that can reasonably be expected for peacetime business after 
the war. The totals thus determined were extended for what were 
believed to be reasonable allowances for wages and for salaries. 

The last group covered the excess capacity of the plant and 
equipment of the company, resulting from war construction, as 
the total capacity of the industry after the war will be substantially 
in excess of probable peacetime volume of business that will be 
available. This situation will require abandonment of plants or 
portions of plants, and will result in losses of ‘the undepreciated 
cost of such plants, less any salvage or sale value, which is likely 
to be small because the supply of such properties will greatly 
exceed demand. 


Application to Years 

On the basis of careful studies of each of the foregoing groups 
of probable losses and expenses, the chief executives of the com- 
pany reviewed the situation and prepared a summary of their 
conclusions. The next question to be decided was the proportion 
of the total provisions fairly chargeable to the operations of the 
year 1942, based on the estimate that the war conditions would 
last through 1944 but no longer. It was decided that the total 
of losses and éxpenses should be charged against the three years, 
1942, 1943, and 1944, approximately one-third to each. 

In determining the provisions, consideration had to be given 
as to the probable effect of these post-war losses and expenses 
upon federal taxes. This called for estimates as to when each 
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group of losses or expenses would be likely to occur, what the 
probable status of the company would be at that time as to profits 
or losses from current operations, what the rate of federal taxes 
on income would be at that time, and whether deduction could 
be obtained by carry-back of such losses against the current years 
with high tax rates. The charge against current income after 
current provision for taxes should, of course, be for the net loss 
or expense after estimated reduction of taxes resulting from such 
loss and expense. 

After giving consideration to all these factors, a summary 
statement of the proposed charge against the earnings of the year 
1942 was presented to and approved by the board of directors. 


Termination and Inventory Losses 

In addition to the foregoing groups of losses and expenses 
applicable in the case of this particular client, there are some others 
which may have to be taken into consideration in other cases, for 
example, expenses and losses in connection with termination of 
government war contracts that may not be covered by the adjust- 
ments allowed in settlement of contracts. These will include the 
administrative costs of cleaning up all the details such as rela- 
tions with subcontractors. There will also be in many cases a loss 
on inventories, both of war materials not fully reimbursed by the 
government or other contractors, and of other materials purchased 
for civilian use that may not now be suitable, or on which there 
may be a drop in market value. 

I believe we will all agree that it is not sound accounting to 
charge against current income more or less than can fairly be 
attributed to the period covered by the current statement of income, 
and that provision by a charge against income should not be made 
arbitrarily by the management, and should not be approved by the 
independent accountants, unless supported by a study such as I 
have outlined. The amount of detail to be covered will vary 
with the conditions with each company, but the study should be 
made before the charge against income can be justified. 

Incidentally, we should not approve as a charge against income 
a@ provision for post-war expenses and losses that is exactly equal 
to the refund of 10 per cent of excess profits taxes. While that 
refund was intended to apply against post-war expenses and losses, 
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it is an arbitrary percentage applicable to all companies, and obvi- 
ously will be too large in some cases, too small in others, and can 
almost never be expected to exactly equal the proper provision. 


Amended Statements for 1942 

You may raise the question as to what should be done now in 
1943 if a careful study was not made in 1942, and either no pro- 
vision or an arbitrary provision was made by a charge against 
income in 1942. While it is generally undesirable to make pro- 
visions through earned surplus, the uncertain conditions now 
during the war emphasize the tentative nature of any financial 
statements during the war period, and I believe it is not only more 
correct in theory, but more practical, to submit amended income 
statements to stockholders when present information in 1943 indi- 
cates substantial differences between true income for 1942 and 
that previously reported. These large differences may result 
either from a recalculation of provisions for post-war losses and 
expenses, or from renegotiation of war contracts, or from both. 

Security holders, members of Congress, officers and employees 
of the Government, and the general public are all interested in 
knowing the true results of business operations during the war 
period. All of us, as well as the executives of companies, espe- 
cially the large listed companies, have a great responsibility to see 
that financial statements give as nearly as possible the true earn- 
ings. This responsibility is not lessened by the fact that deduc- 
tions of provisions for post-war losses and expenses are not 
allowable in determination of current taxes on income or in current 
procedures for renegotiation. 


Taxes and Renegotiation Should Be Based on True Profit 

The foregoing discussion naturally brings us to the second broad 
group of problems. 

There is general agreement that business should not make 
large profits out of the war, and the broad purpose of both 
renegotiation and federal excess profits taxes is to take away 


abnormally large profits. We have no quarrel with the purpose, 


but we can and should be critical of certai: provisions of the laws 

and regulations, and especially critical of their administration. 

Because of the failure to allow in determining income all expenses 
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necessary to produce such income, the results in many cases have 
been to tax as income what is not true income and to renegotiate 
profits that were not true profits. Therefore, the maximum tax 
of 80 per cent of income may actually be 85 per cent of the true 
income, and an allowance of 8 per cent for profits on sales after 
renegotiation may actually be an allowance of only 6 per cent if 
measured by the true profits. Soa 
There has been some loose thinking and some equally loose talk- 
ing about proposed allowances for post-war expenses and losses 
as if such allowances were a bonus or subsidy. Actually, what is 
desired is merely the allowance as a deduction of the proportion 
of such expenses and losses that is fairly chargeable against the 
earnings of each current period in order to give a balance of net 
income which is as nearly as possible the true net income. Such 
true net income would be a sound basis in place of the present 
unsound basis for both taxes and renegotiation. 


Equitable Solution Possible, If Really Desired 

Various suggestions have been made as to suitable amend- 
ments to the tax laws to provide for the inclusion as deductible 
expenses of proper allowances for post-war expenses and losses. 
I will not attempt at this time to discuss the merits of these pro- 
posals, and of the objections raised to such proposals, but merely 
express my opinion that, if those in authority have a desire to 
allow the deduction of such post-war expenses and losses and are 
not really attempting to prevent such deductions, the matter can 
be settled in amendments of the law and in the administration of 
such amendments in a way that is practicable and workable and 
that will be fair both to the Government and the tax-paying cor- 


poration. 
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THE VIEWPOINT OF INDUSTRY 


By Roscoe Seybold, Vice President and Controller, 
Westinghouse Electric & Manufacturing Co., 
Pittsburgh, Pa. 


AS A BASIS for discussion of this subject, we might establish 
two or three fundamentals so that we all start our think- 
ing with a definite understanding. It is of no use to talk of post- 
war reserve allowances for purposes of renegotiation, contract 
termination, or cost-plus contracts, unless such reserves are ac- 
cepted for federal tax determinations. 

Is the philosop!:; with regard to results to be obtained one of 
helpfulness to the post-war prosperity of this country and the 
free enterprise system, or, is it one that will stultify the efforts 
to return to the American way of living? Is it hoped to develop 
a program in which American industry is to provide employment 
during the trying post-war years, or will it foster unemployment, 
with the resulting public works and relief programs? If the 
answer to the foregoing is in favor of prosperity and a high 
degree of employment by industry, then, in my opinion, post-war 
and reconversion reserves are necessary. 


Why Reserves Are Needed 

It might be claimed that the thrifty, well-managed war produc- 
tion company should provide for future requirements, whatever 
they might be, out of the proceeds of its large-volume war pro- 
duction. But, let us see what has happened and is happening to 
this war material producer. 

As early as 1939 and 1940 the procurement divisions of the 
armed services were seeking sources of supply for large quantities 
of ordnance and other war materials. They were calling upon 
industry to expand greatly their facilities and convert for the 
production of materials entirely foreign to their peacetime pro- 
duction. This industry did with no thought but that it would be 
permitted to retain, out of the proceeds of its war producion, funds 
to reconvert its physical plant into pre-war condition and pre-war 
capacities, ready and suitable for the normal peacetime produc- 
tion. But that was before renegotiation and the high excess profit 
tax. The application of these new laws leaves the corporation, 
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even with its production volume multiplied three or four times, 
barely enough to pay its stockholders a modest dividend, after 
providing for a minimum of plant protection and the normal 
hazards of the business. 


Basis for Disagreement 

Yes, the need for post-war and reconversion reserves and the 
possibility of securing these reserves is one of the major concerns 
of war production corporations as the end of fighting approaches. 
And, judging from the reports of hearings before the Naval 
Affairs and Ways and Means Committees of the House of Rep- 
resentatives, there is common acceptance of the fact that such 
reserves would be helpful and desirable, but there seems to be a 
great fear that in some way or other the taxpayer is going to take 
an unfair advantage’ of any right to provide such reserves. 

As a layman and a businessman, it seems to me that too often 
the Revenue Department assumes the attitude, both in the forma- 
tion of tax laws and regulations and the administration of those 
laws, not of helpfulness to the taxpayer or interpreting the laws 
in the spirit of Congressional discussions at the time of the enact- 
ment of the laws, and particularly in regard to relief measures 
of those laws, but in seeing how far they can go to stultify the 
helpful intent of such enactments. 

Let me say, in passing, that I have no quarrel with high tax 
rates in an emergency period such as this, as it is necessary that we 
do all possible to currently help meet the expenditures of this war, 
so that there be a minimum passed on to future generations. Nor 
do I hold any brief for those who are making and would like to 
retain excessive earnings. But I do firmly believe that costs 
before taxes in the war period should finance those expenditures 
of the corporation that are made necessary because of the cor- 
poration’s war production activity. 

Not only are post-war reserves desirable in order that the war 
production company be able to reconvert to peacetime production 
from the viewpoint of self-preservation, but also in order to give 
employment to as many as possible in the early post-war era when 
production adjustments are going to create much unemployment 
and there will be hundreds of thousands of soldiers returning 
who will be expecting employment. 
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Viewpoint of Government Spokesmen ; 

Randolph Paul, General Counsel for the Treasury Department, 
some weeks ago delivered an address on “Business Reserves for 
Reconversion.” His address impressed me as one of those in 
which the representative of the Treasury Department is in no way 
assuming an attitude of helpfulness to the future prosperity of the 
country, but one in which every possible excuse is being marshalled 
against the program. He speaks of the looseness of the word 
“reconversion” and the possibility of the taxpayer making use of 
reserves for reconversion to expand and re-equip his manufactur- 
ing plant for peacetime production not only for his pre-war activi- 
ties but for entirely new business. He develops that it would be 
practically impossible to make a reasonable estimate of the reserves 
required for the different post-war activities possibly chargeable 
to wartime costs. He mentions the necessity of placing a limita- 
tion on the estimate and says that limitations are crude instru- 
ments; that they would create hardships for those firms with 
eligible post-war costs in excess of the limitations ; that they would 
make available excess deductions to those firms with few or no 
eligible post-war costs. He mentions that the taxpayer in future 
years may have a large unused balance in his reserve account and 
will assume that the unused balance can be used for costs other 
than that for which originally intended. He mentions the diffi- 
culty of determining the actual cost connected with each of these 
post-war projects. 

In the hearing before the Naval Affairs Committee, the Navy 
Price Adjustment Board representative voiced the impossibility of 
arriving at a sound estimate of reconversion costs, to ‘which one 
of the members of the Committee queried of this Price Adjust- 
ment Board member whether or not an intelligent estimate, even 
though rough, would be better than no allowance at all for the 
contractor. Certainly, I think it would be desirable. 


“Too Little and Too Late” 

The claim has been made that the post-war excess profit tax 
refund is to provide for these necessary post-war reserve require- 
ments. The regulations provide that this refund is to be invested 
in non-interesting bearing, non-negotiable government bonds, the 
payment of such bonds to begin three years after the cessation of 
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hostilities, the amount representing the refund for each year to 
become due successively after this three-year interval. Renego- 


tiation materially reduces the amount of this post-war excess profit _ 


tax refund, and for some corporations entirely eliminates the 
refund. The fact that the refund is not payable until three years 
after the cessation of hostilities makes it practically valueless in 
meeting the immediate post-war needs, and qualifies it in the class 
of “too little and too late.” 

The claim is also presented that the carry-back provision of the 
Revenue Act, whereby losses and the unused excess profit credit 
may be carried back two years, takes the place of post-war reserves. 
Before qualifying for these carry-backs, the taxpayer must have 
passed through the year of losses, or low profits in the case of the 
excess profits credit, and its tax return must have been examined 
by the revenue officer, before the refund or recapture of previously 
paid federal tax would be available to finance the post-war activi- 
ties, and, you wil. note that the carry-back of losses is not effec- 
tive until there is a loss established. In my opinion, this claim with 
respect to the carry-back provisions also qualifies as “to little and 
too late.” 

These apparently are the reasons we are not to have post-war 
reserves allowed, and Congress, the Treasury Department, War 
Department, Navy Price Adjustment Board, etc., accept these as 
excuses for not providing corporations with these reserves—and 
I mean excuses and not valid reasons. I wonder how successful 
a corporation would be if its management accepted as flimsy ex- 
cuses as these for not finding the solution to troublesome prob- 
lems, or how far the research engineer would progress if he could 
not find an answer to any more difficult problems than this. War 
producers would not have delivered the goods needed for the prose- 
cution of this war if they had not been able to solve problems much 
more difficult than the post-war reserve problem. 

Types of Reserves Needed 

What are the major post-war probabilities for which these re- 
serves should be provided? I would include the following: 

1. Reconversion of plant and equipment to peacetime pro- 
duction. 
562 
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2. Deferred maintenance—the maintenance of buildings and 
equipment that could not well be carried on during the 
war production period because of the lack of manpower 
and lack of materials for maintenance. 

. The maintenance and replacement of small tools, jigs, 
fixtures, and dies that have been worn out and destroyed 
during the war period. 

Losses on wartime inventories. 

. Losses resulting from contract cancellations. 

. Separation allowance for employees for whom there is no 
longer useful employment. 


Solution Proposed 


I am a firm believer that if one assumes the privilege of a severe 
critic, he should have some solution to offer; so, in conclusion, 1 
submit the following for consideration: That reserves be provided 
out of income before taxes in estimated amounts ; that each reserve 
be provided for a specific application ; that charges against the re- 
serve be subject to examination of a Revenue Agent to determine 
that such charges are for the specific purpose for which the reserve 
was established. At the end of a three-year period after cessation 
of hostilities, any unused balance in each reserve account shall be 
subject to taxes at rates in effect for the years when the credits to 
the reserves were deducted. 


THE ALLOWANCE OF POST-WAR RESERVES FOR 
TAX PURPOSES 


By Carl S. Shoup, Consultant, 


Division of Tax Research, Treasury Department, 
Washington, D. C. 


yo TERM “post-war reserves” covers many different ideas. 

In popular usage, it often denotes liquid assets accumulated 
purposely in wartime to enable the concern to move quickly in the 
post-war market in whatever direction seems most profitable. In 
this sense, the assets side of the balance sheet is in mind. How- 
ever, my remarks will have nothing to do, at least nothing directly, 
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with that concept of post-war reserves. We are instead concerned 
with post-war reserves as entries on the liabilities side of the bal- 
ance sheet, and as items of deduction from wartime taxable income. 
The issue is the treatment for tax purposes ¢o be given post-war 
expense outlays that are related to wartime incomes. 


A Question of Allocation of Cost to Proper Period 

I am assuming, therefore, that our discussion is not about the 
possibility of deducting from wartime taxable income some loosely 
determined amount on grounds merely that the concern will there- 
by be better able to do business in the post-war period. Such a 
deduction, made without inquiring into what costs are responsible 
for, or allocable to, what income, is equivalent simply to a reduction 
of wartime tax rates. Maybe wartime tax rates are too high to 
leave concerns with enough assets to meet the dangers and oppor- 
tunities of the post-war period, after customary dividends ; maybe 
they are not. That question, important though it is, is not the sub- 
ject of this panel. We are considering, instead, the setting up of 
reserves in a wartime year as a means of allocating to the taxable 
income of a given period the expenses that are attributable to that 
income, although the actual outpayment occurs in a later period. 

From this point of view, the allocation of expenses to one year 
rather than another is important partly because the corporation 
income and excess profits taxes, in combination, have a scale of 
rates that vary with the amount of profits. Under such a progres- 
sive or regressive scale of rates, even if the statutory tax rates re- 
main unchanged over a span of years, the total tax payable over 
that period of time will depend upon the way in which the profit 
is distributed among the several years. Under present circum- 
stances, the practical importance of this factor alone is, however, 
somewhat less than might be thought, for two. reasons. 


Scale of Marginal Rates Does Not Vary Uniformily 

First, the scale of marginal rates of corporation tax does not 
vary uniformly in one direction. By “marginal” I refer to the 
amount by which the tax is decreased, or increased, in a given year, 
if expense deductions are increased by one dollar or decreased by 
one doliar. If, for example, we start with a corporation that is 
currently far up in the excess profits range and that has been pay- 
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ing large excess profits taxes in the preceding two years, we may 
ask what marginal tax rates the corporation will pass through if 
it cuts its current year’s profits by subtracting a reserve for post- 
war expenses. That is, we seek to discover the net decrease in 
profits for the year, after considering the reduction in taxes, that 
comes from putting another dollar of deductible expense in that 
year. In some cases, the answer will be simple. But in others, it 
will be very complex. The carry-back of unused excess profits 
credit and of operating loss, the 80 per cent over-all limitation, 
and the graduation of rates on the small-income corporations, in- 
cluding the so-called “notch provision,” make possible various 
scales of marginal rates so complex that they cannot be described 
here. The usual result is a rate scale that is progressive through 
one or more parts of its length and regressive through one or more 
other parts. 

Second, the final real marginal rate for a given year will depend 
upon whether use will be made of the carry-forward provisions 
for unused excess profit credit and operating losses, and the degree 
of such use cannot of course be accurately forecast. 

In the face of these difficulties, the allocation of the expenses 
to one year rather than another merely because of progressive— 
regressive features of the corporation tax rate system diminishes 
somewhat in practical importance. 


Effect of Varying Rates for Different Years 

More significant is the prospect, or at least the hope, that post- 
war tax rates will be lower than wartime tax rates, that is, that 
the statutory rates themselves will be changed. Any such change 
makes it a matter of importance how the profit over the span of 
years, war and immediate post-war, is distributed among those 
years. 
Finally, there is the possibility that there will be a post-war 
operating loss so heavy that it will not be used up by the carry- 
back and carry-forward provisions, owing to the two-year limi- 
tation in each direction. That is to say, even if the tax rate sys- 
tem were strictly proportional—say, a flat 50 per cent rate—and 
even if this rate remained unchanged over a decade or more, there 
would still be a problem. A post-war expense properly attributable 
to a war year might result in no tax benefit because the post-war 
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operating loss, including this expense, was more than enough to 
fully absorb the carry-back and carry-forward. 

The three points just covered concern the possibility that the 
total tax payable over a span of years will be affected. There is, in 
addition, the problem of wartime financing. Even if the total tax 
payable over the years remained unchanged, the allowance of the 
deduction for, say, dismissal compensation in an earlier year rather 
than a later year might, through the decrease in current taxes, make 
an appreciable difference in the financing of wartime production. 
However, in view of all the financing facilities that have been put 
at the disposal of war industries, it may be doubted whether the 
deduction in question would, through its current saving in tax, 
actually cause the physical volume of essential wartime production 
to be greater than it is under the present system. 


The Carry-Back Provisions 

As these remarks imply, the importance of current deductions 
for post-war reserves depends to a considerable extent on how 
effective the carry-back provisions, already in the law, will prove 
to be. The possible results of these carry-back provisions have not, 
in my opinion, been fully appreciated. They constitute one of the 
most far-reaching changes ever made in the income tax law, coming 
as they do at a time when huge wartime profits subject to taxes at 
high wartime rates may be succeeded by moderate profits (or 
losses) taxed at much lower rates. They form a crude but very 
powerful bridge between the war and post-war periods. No doubt 
some traffic will get across the bridge that ought to be barred— 
ought, that is, from an accounting point of view that seeks to allo- 
‘ cate an expense to the year that is responsible for it. No doubt 
some legitimate traffic will find the road closed. Before going to 
the expense and effort of building a new road for any given class 
of traffic, like dismissal compensation, reconversion expense, and 
deferred maintenance, it is desirable to estimate as closely as pos- 
sible how much of the traffic will really be, in all probability, 
barred from the main bridge. And it is only fair, too, to give some 
thought to the large amount of post-war expenses having no rela- 
tion whatsoever to wartime income that will nevertheless be de- 
ductible against wartime income by operation of the carry-backs. 
If the taxpayer is to insist upon a fairly precise identification and 
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measurement of post-war costs that are clearly. attributable to war- 
time income, would the Congress be only consistent if it in turn 
insisted on a fairly precise identification and measurement of post- 
war costs that are clearly attributable to wartime income ?— 
and if it then concluded that such post-war costs should be dis- 
allowed in computing the carry-backs? A demand for current de- 
duction of post-war reserves has some interesting implications con- 
cerning possible restrictions on the use of the carry-backs. 


Obstacles to Current Allowance 

Up to this point, the discussion has been on the question of just 
how important it is to take immediate account of the prospective 
post-war expenses that are clearly attributable to wartime income. 
We may now turn to the question of what obstacles there are to 
doing so? 

Unfortunately, these prospective post-war costs seem to possess 
the difficulties of depreciation, for example, on the one hand, and 
the difficulties of bad debt reserves, for instance, on the other, 
without the facilitating features of either. Dismissal compensation 
may serve as an example. Like depreciation, dismissal compen- 
sation poses a difficult problem of allocating a given sum among 
each of several years, but there is no total cost figure to start with. 
Like a bad debt, dismissal compensation poses the problem of 
forecasting the total amount in question, but there are less data on 
how to allocate the total properly among the several years. Per- 
haps this combination of difficulties accounts for the apparent 
lack of systematic attempts to forecast and allocate these. post-war 
expenses that are properly chargeable against wartime income. 
Even if we can define them, can we measure them? 

The true difficulty of the task may be emphasized be recalling 
that isolating these post-war expenses that are attributable to war- 
time income and measuring them is part of the problem of measur- 
ing profits due to the war—not just profits received during the war. 
Not only that; the measurement is attempted in advance of the 
conclusion of the war. 

Over the past year the Division of Tax Research of the Treas- 
ury Department has made extensive efforts to ascertain whether 
business firms had succeeded in making estimates of these post-war 
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expenses, and allocating them among the war years, in a systematic 
manner with some promise of avoiding the gross errors that the 
uncertainties of the situation give ample reason to fear. In these 
studies it received the cooperation of various organizations, in- 
cluding the American Institute of Accountants. The results ob- 
tained do not appear to have been very encouraging, and the prac- . 
ticability of setting up such reserves with even a rough approach 
to accuracy seems not yet to have been demonstrated. 


The Treasury's Suggestion 

Chiefly for this reason, the Treasury has suggested, for the 
Way and Means Committee’s consideration, that when the expenses 
are actually incurred in the post-war years, they might be allowed 
as specific carry-backs against the war-time income of earlier years, 
if the carry-backs of unused excess profits credit and operating 
loss proved inadequate. Instead of allowing deduction of reserves 
now, with a consequent later reopening of very many returns owing 
to unavoidable errors of estimate, this suggestion would require 
the reopening in post-war years of returns wherever the expenses — 
in question were present and were not covered by the carry-backs. 
Which method would lead to less reopening or at least less trouble- 
some reopening is one of the factual questions that needs to be 
examined further. 

In general, then, some key facts are needed before it can be said 
that current deduction of prospective post-war expenses attributable 
to wartime income would be worth what it would cost in time and 
trouble, now and later. What companies have devised techniques 
for measuring and allocating these prospective expenses? How 
do these techniques stand up under analysis? Are these companies 
the ones that are likely to find the carry-backs adequate or inade- 
quate? Upon the answer to such questions will depend in large 
part the possibility of allowing post-war reserves as current de- 
duction for tax purposes. 
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EDITORIAL DEPARTMENT NOTE 


The research survey contained in this issue of the Bulletin was 
ee see, One the cooperation of N. A. C. A. chapters and 
a phy number o A. C. A. members. In spite of wartime loads 

difficulty os supplying information which involved estimates 
of future expenditures and an understanding of company post-war 
plans, almost 200 members supplied data for this study and a large 
number of others wrote to explain that, because the facilities of their 
companies will not need to be reconverted for peacetime production, 
they were unable to supply the information requested. This study was 
conducted under the ision of the National Director in charge 
of mga William Blackie, Controller of the Caterpillar Tractor 
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THE COST OF RECONVERSION 


Compiled by 
The Research and Technical Service Department 
National Association of Cost Accountants 
R. P. Marple, Director 


< es survey was undertaken in an effort to provide some factual 

information on the controversial subject of the cost of post-war 
reconversion of productive facilities. Questionnaires were dis- 
tributed through N. A.C. A. chapters to members connected with 
small and medium size companies at least 25 per cent of whose 
production was. for war. In addition a small number of question- 
naires were sent from N. A.C. A. headquarters to members con- 
nected with large nationally-known concerns, known to be largely 
engaged in war production. In this study we were primarily con- 
cerned with the problem of the small and medium size company ; 
the data on the large companies was desired as an indication of 
whether there was any variation in the problem as between small 
and large companies. For the purpose of this study companies with 
sales in 1942 of less than $20,000,000 were classified as small or 


Many Companies Will Have No Reconversion Cost 


A total of 189 filled-in questionnaires were received, 169 from 
small companies and 20 from large companies, plus a considerable 
number of letters from members who reported that they were 
unable to supply the data requested by the questionnaire because 
their companies will have no problem of reconversion at the end of 
the war. Of the 169 questionnaires received from small companies, 
69 were from companies which will not have the problem of re- 
conversion. Five of the large companies will not have this problem. 
However, as replies to the questionnaire were voluntary and the 
member with a company not subject to reconversion would be less 
likely to reply than the member whose company was subject, the 
relative number of companies in this sample cannot be taken as an 
indication of the relative proportion of all companies which will 
have this problem at the end of the war. 
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The questionnaire replies and letters did indicate that a relatively 
large number of companies now engaged in war production will be 
able to transfer to peacetime production with little delay and at a 
negligible cost at the end of the war or by stages as war production 
is curtailed. Many of these companies are manufacturing for war 
use relatively the same articles as previously manufactured for 
commercial business, while others are manufacturing articles which 
differ somewhat from peacetime articles, but have not required a 
conversion of facilities. In addition, production of war goods is, in 
many cases, carried on on government-provided facilities, while 
this study relates only to company-owned facilities. 

The fact that some companies will have little or no cost for re- 
conversion, while the cost will vary widely for others (as indicated 
later in this survey) emphasizes the type of inequity which arises 
from the failure to allow as wartime costs for tax and government 
contract purposes those costs arising after the war which are re- 
lated to wartime production. If all companies were affected in 
relatively the same proportion, non-allowance of such costs would 
represent a sort of prorata increase in taxation and reduction in 


profits for all war contractors. As it is, the disallowance of such 
costs has the effect of penalizing those companies which have made 
the greatest conversion of facilities, since these are the companies 
which will have the greatest cost in reconverting. 


Reconversion and Conversion Contrasted 


For the purpose of this study it was thought best to distinguish 
between the reconversion of facilities converted from peacetime 
production to war production and the conversion to peacetime pro- 
duction of facilities acquired during the war for war production. 
Facilities acquired before the defense and war period are subject 
to depreciation only, which, even at accelerated rates, will gener- 
ally be less than the amortization allowed on assets acquired since 
June 10, 1940, where covered by certificates of necessity. Thus, in 


_ spite of their greater age at the end of the war period, these former 


assets will have higher net book values than the assets subject to 
There appears to be general agreement outside of certain govern- 
ment departments that the cost of returning to commercial produc- 
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tion the facilities which were diverted from:such production for 
war purposes is a proper charge, not only against the war years, but 
also against the war material produced. The objection of the serv- 
ices and the treasury department to current allowances for such 
future expenditures appears to be based more on practical consid- 
erations involving the determination and verification of amounts 
invoived than any disagreement on the propriety of charging the 
costs of reconversion against wartime production. 

It is not so easy to make a case for charging against war years 
and war production, the cost of converting to peacetime produc- 
tion the facilities originally acquired for war production. Through- 
out this report the term reconversion will be used where the as- 
sets involved have been previously converted to war use, while the 
term conversion will be used with reference to assets originally 
acquired for war production. 

Of the 100 small companies from which we have estimates of the 
cost of reconverting previously converted assets and of converting 
assets acquired during the war, 66 face both reconversion and con- 
version, 28 face reconversion only, and 6 face conversion only. 
Of the 15 large companies on which we have information, one 
faces conversion only; the other 14 face both conversion and re- 
conversion. Because no summary can adequately report the great 
variation in company situations, the significant data with respect 
to the 115 reporting companies are presented in Table 1 at the end 
of this report. 

In this table the companies are shown in four groups: (1) small 
companies with both reconversion and conversion, (2) small com- 
panies with reconversion only, (3) small companies with conver- 
sion only, and (4) large companies. In each group the companies 
are listed in ascending order according to 1942 sales volume, but 
the sales volume is reported by ranges only. It should be noted 
that the heading to columns 2 and 3 of this table indicates that the 
figures refer to the “per cent of company-owned facilities subject 
to” reconversion and conversion. The questionnaire used in this 
survey asked what percentage of present company-owned produc- 
tive facilities was devoted to the production of war material which 
would not be manufactured on these facilities after the war, and 
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for a breakdown of this figure as between facilities which existed 
before the war and facilities acquired later for war production. 
With respect to facilities in use before the war, probably it is safe 
to assume that they will be reconverted at the end of the war. With 
respect to new facilities, the questionnaire inquired whether con- 
version of these facilities was contemplated. In column 3 of the 
table an asterisk is used to identify those companies which report 
that only partial conversion is planned, while a double asterisk is 
used to identify those companies which plan no conversion of facil- 
ities acquired during the war. 


Estimated Cost of Reconversion 


Considering first the estimated cost of reconverting to peacetime 
production facilities previously converted to war production, it is 
interesting to compare the estimated cost of reconversion with the 
former cost of conversion. Of the 94 small companies which sup- 
plied data, 21 estimate that the cost of reconversion will be the 
same as the cost of conversion, 20 estimate a higher amount, and 
53, or more than half, estimate that reconversion costs will be less 
than conversion costs for the same facilities. Included in the 20 
which estimate higher costs for reconversion are 6 companies 
which report no cost of conversion. It is possible that the costs of 
prior conversion are not reported in these cases because such costs 
have been recovered direct from the Government under facility or 
CPFF contracts or set up as preparatory costs specifically recov- 
erable in particular contract prices. The 94 small companies esti- 
mate that $7,031,300 will be required to reconvert facilities which 
were converted to war production at a cost of $9,835,500. 

Of the 14 large companies which face reconversion, 4 estimate 
cost equivalent to the cost of former conversion, 3 estimate higher 
cost, and 7 estimate lower cost. These companies spent $31,637,000 
on converting facilities to war production, but estimate that the 
cost of reconversion will amount to $21,630,000. 


Factors Influencing Size of Reconversion Expenditures 
The data supplied by the questionnaires provide little informa- 
tion on the factors influencing the size of the expenditures for re- 


conversion. There is no correlation between the data on the per 
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cent of company-owned assets subject to recohversion and the esti- 
mated amounts required for the reconversion. Neither is there 
any correlation between the total sales volume and the estimated 
cost of reconversion. Even when these factors (per cent of assets 
to be reconverted and sales volume) are combined and related to 
the estimated expenditure there is not apparent any central ten- 
dency or general average. Perhaps this is to be expected, for re- 
conversion is merely conversion in reverse, and the factors which 
influenced the extent of the original conversion also determine the 
expenditures necessary to reconvert the plant to its former condi- 
tion. Some companies were able to shift to the production of war 
goods with little or no change in facilities; others, because the 
manufacture of their normal products was prohibited and their 
basic materials were no longer available, had to make extensive 
expenditures to convert their facilities to the production of wholly 
new products requiring new kinds of materials and productive 
processes. The figures show that the expenditures for reconver- 
sion are expected to vary as widely as the expenditures for original 
conversion. 


Estimated Cost of Conversion 
Turning now to the estimated cost of converting assets acquired 

during the war we find that all but 9 of the 94 small companies con- 
sidered above acquired new facilities for use in war production. In 
addition, 22 other companies which are not faced with reconversion 
have new assets acquired for war production. With respect to con- 
version of these facilities acquired during the war, these 107 com- 
panies can be grouped as follows: 

23 companies will not convert these facilities to peactime use. 

12 companies can use these facilities for peacetime production 

without conversion. 
9 companies will convert in part only. 
63 companies will convert at the estimated costs reported. 


107 companies. 
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It is possible, by dividing the estimated cost of reconversion by 


the per cent of facilities to be reconverted (column 4 divided by © 


column 2 of Table 1) and dividing the estimated cost of conver- 
sion by the per cent of facilities to be converted (column 5 divided 
by column 3 of Table 1), to calculate for each of the 66 small com- 
panies which face both reconversion and conversion the estimated 
cost per unit of capacity for both reconversion and conversion, and 
thus to compare the estimated cost per unit for reconversion with 
the cost per unit for conversion. While 6 of these companies esti- 
mate that the expenditure per unit of capacity will be the same for 
both conversion and reconversion, 29 estimate that the conversion 
cost will be higher and 31 that it will be lower than reconversion 
cost per unit of capacity. Of the 14 large companies facing both 
types of expenditures, one company estimates that the expendi- 
ture per unit of capacity will be the same for both conversion and 
reconversion, while 3 estimate that it will be higher and ro that it 
will be lower for conversion than for reconversion. In the case 
of both the small and the large companies there are wide variations 
in both directions. 


Relation of Estimated Costs to Profits 


As a further indication of the significance of the estimated cost 
of reconversion and conversion, members were asked to report the 
per cent which the estimated expenditures represented of the re- 
ported profits of their companies for 1942 (1) before income and 
excess profits taxes and (2) after income and excess profits taxes. 
Whether the “before-tax” or the “after-tax” figure is signficant 
will depend on the way in which the figures are viewed. Looking 
at these expenditures as deductible expenses for tax purpose we 
would be interested in their relation to profit before taxes. On the 
other hand, looking at them as future expenditures which may have 
to be met out of the accumulated and ret:‘ned profits of war years 
we would be interested in their relation to profit after taxes. 

The figures for each company are repored in Table 1 ; the tabu- 
lation below summarizes by ranges the percentages of 1942 profit 
before and after taxes represented by the estimated expenditures 
for both reconversion and conversion of the 66 large and 14 small 
companies which have both. 
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Per CENT OF 1942 Prorits REPRESENTED BY 
EsTIMATED Cost OF RECONVERSION AND CONVERSION 


Before income After income 
and excess and excess 
profits profits 

taxes 


100 per cent & over 


No answer 2 


14 


These figures can be summarized further as follows: For over 
one-half of the companies in each case the estimated cost of recon- 
version and conversion will amount to— 

for small companies (1942 sales under $20,000,000) 
I5 per cent or more of 1942 profit before taxes. 
50 per cent or more of 1942 profit after taxes. 
for large companies (1942 sales over $20,000,000) 
9 per cent or more of 1942 profit before taxes 
29 per cent or more of 1942 profit after taxes. 


WNOWAU RUT 


Special Amortization and Conversion 

The way in which, and the extent to which, the cost of facilities 
acquired for war production has been amortized or depreciated 
during the war years may have some bearing on the accounting 
treatment of the further cost of converting these assets to peace- 
time production. Because amortization applies against the installed 
cost of a war facility, future expenditures of conversion, particu- 
larly as they relate to new foundations for equipment and the cost 
of reinstallation, for the company which has taken amortization on 
its books, would appear to represent capital expenditures chargeable 
against the future. Of the 72 small companies which plan to wholly 
or partially convert such assets, 50 report that certificates of neces- 
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sity have been obtained on all or a part of the assets to be con- 
verted, 18 report no necessity certificates obtained, and 4 do not 
answer the question. Forty-five of the 50 companies which have 
secured the right to special amortization for tax purposes by ob- 
taining certificates of necessity are recording such special amortiza- 
tion on their books, while 3 companies are using accelerated rates 
and 2 normal rates of depreciation. 

All of the 15 large companies for which data are available plan 
to convert in whole or part the facilities acquired during the war. 
Twelve of these companies have secured certificates of necessity to 
cover all or a part of such assets and in all 12 cases the assets so 
covered are being amortized on the books at the rate of 20 per 
cent per year. 

The 45 small companies and the 12 large companies which are 
recording special amortization on their books for assets covered by 
certificates of necessity have the following percentages of their 
newly acquired assets covered by such certificates : 

Per cent of newly acquired 


assets covered by certificates 
of necessity 


The effect of production for defense and war on working capital 
and the relationship between available working capital and the esti- 
mated cost of reconversion and conversion is indicated by figures 
provided on current assets, current liabilities, and working capital 
on December 31, 1939, and on September 30, 1943. Figures were 
supplied on working capital by 120 small companies and 20 large 
companies. These figures show that in the majority of companies 
working capital increased between these two dates while working 
capital ratios declined, due largely to the increase of current liabil- 
ities at a faster rate than current assets. Moreover, working capital 
increased at a much slower rate than sales volume. 


4 
, companies companies 
Total Companies ...............-.. 45 12 
Working Capital 
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All but 7 of the 120 small companies report larger working 
capital figures on September 30, 1943 than on December 31, 1939. 
The aggregate working capital of these companies increased from 
$117,731,680 at the earlier date to $168,312,950 on September 30, 
1943. However, only 27 companies increased their working cap- 
ital ratios during this period, while 93 registered a decline in the 
ratio of current assets to current liabilities. 

All of the 20 large companies report larger working capitals on 
September 30, 1943, than on December 31, 1939, but 17 of these 
companies show a decrease in the ratio of current assets to current 
liabilities, with only 3 registering increases. Aggregate working 
capital for these companies increased from $308,109,610 at the end 
of 1939 to $540,355,940 on September 30, 1943, or a somewhat 
greater proportional increase than in the case of the smaller 
companies. 


Working Capital and Sales Volume 


Another indication of the effect of production for war on the 
working capitals of industrial companies is provided by a com- 
parison of the percentage of increase in aggregate current assets, 
current liabilities, working capital, and sales during this period. 
In the tabulation which follows, sales for 1943 are compared with 
sales for 1939, while working capital on September 30, 1943, is 
compared with working capital at the end of 1939. The question- 
naires issued in late 1943. provided information on sales for only 
three-quarters of that year. Rather than resort to assumptions in 
converting these figures to an annual basis, the sales for 1942 are 
used, although the use of 1943 figures would have shown an even 
greater discrepancy between the rate of increase in working cap- 
ital and the rate of increase in sales. The figures are given below. 


120 SMALL COMPANIES 
er cent 
September 30, 1943 December 31, 1939 


merease 

Aggregate current assets $362,284,650 158,219,180 

Aggregate current liabilities. 193,971,700 $ 40,487,500 yon 
44% 


Aggregate working capital... $168,312,950 $117,731,680 
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20 LarceE CoMPANIES 
Per cent 


September 30, 1943 December 31, 1939 increase 
Aggregate current assets.... $1,465,471,470 $399,647,340 267% 


Aggregate current liabilities. 925,115,530 91,537,730 911% 

Aggregate working capital... $ 540,355,940 $308, 109,610 75% 
Year 1942 Year 1939 

Aggregate sales ............ $2,319,008,330 $716,370,730 224% 


Thus, while current assets and sales volume have increased at 
about the same rate, current liabilities have increased much faster, 
resulting in a working capital increase equal to only about one- 
third the increase in sales volume. Undoubtedly, increased tax 
reserves have been an important factor in the increase of current 
liabilities. 

Changes in Working Capital Ratios 

The extent to which the working capital ratios of 120 small and 
medium size companies have been affected during the period from 
December 31, 1939, to September 30, 1943, is reflected in Chart 1 
on page 601. The totals in the first column at the top of the chart 
report the number of companies within each specified range at 
the end of 1939, while the totals in the first column to the left re- 
port the number of companies in each range on September 30, 
1943. By comparison it will be noted that while only 10 companies 
had working capital ratios of between 1 to 1 and 1.9 to 1 at the 
end of 1939, there were 51 companies in this range on September 
30, 1943. Similarly, while there were 15 companies with working 
capital ratios of 10 to 1 or over at the end of 1939, there were 
only 4 companies in this range on September 30, 1943. 

In the central part of the chart the distribution with respect to 
horizontal columns of the totals reported at the top of a vertical 
column shows the extent of the change in working capital ratios 
and the number of companies affected. Thus, the 16 companies 
with working capital ratios in 1939 between 4 to 1 and 4.9 tol 
are classified in the vertical column for this range to show that in 
1943: 

14 companies had smaller ratio— 

6 dropping to between I to I and 1.9 tol 

6 dropping to between 2 to I and 2.9 to I 

2 dropping to between 3 to 1 and 3.9 to1 
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I company had remained in the same range between 4 to 1 and 


4.9 tor 
267% I company had a higher ratio of between 5 to 1 and 7.4 to I. 
911% 
The two diagonal lines on Chart 1 mark the dividing line be- 

tween the companies which have experienced a decrease in work- 
224% ing capital ratios (above and to the right of the upper line) and 
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the companies which have experienced an increase (below and to 
the left of the lower line). The greater the distance above or below 
the line, the greater the increase or decrease. The companies 
listed between the two diagonal lines have not experienced suf- 
ficient change in ratio to move from one range to another, although 
15 of these 26 companies have had small decreases and II small 
increases in working capital ratios. 


Relation of Estimated Reconversion Costs to Working Capital 


Reference to the last column of Table 1 will show that there is 
a wide variation between companies in the ratio of the expected 
costs of reconversion and conversion to the working capital on 
September 30, 1943. While 54 of the 88 companies for which data 
are available estimate that the expenditures for reconversion and 
conversion will amount to less than 10 per cent of working cap- 
ital, there are 17 companies whose estimated costs range between 
10 and 20 per cent, 13 companies which will have costs of between 
20 and 50 per cent, and 4 companies which will have expenditures 
of over 50 per cent. This provides only a partial picture of the 
drain on working capital which will develop at the end of the war, 
for it leaves out of consideration such influences as the cost of dis- 
missal pay, inventory losses, deferred maintenance, the cost of re- 
establishing markets and sales forces, and similar costs. 

However, in considering the figures in the last column of Table 
I it should be kept in mind that they relate to both reconversion and 
conversion, and that even from the financing viewpoint there is a 
difference between the two. The difference is similar to the differ- 
ence between financing the maintenance of an existing plant and 
financing an addition to it. Through reconversion the manufac- 
turer cancels the changes made in the original conversion without 
adding to his plant capacity; through conversion he increases his 
capacity over that with which he entered war production. It is one 
question to inquire into the ability of a company to finance recon- 
version from its working capital ; it is a somewhat different ques- 
tion to inquire whether that working capital will be adequate to 
cover the conversion costs for providing increased peacetime 
capacity. 

One other qualification applies to the figures in the last column 
of Table 1. To the extent to which reconversion (or conversion) 
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costs may constitute tax deductions, their effect on working cap- 
ital will be limited to the amount of such costs less the tax thereon. 
However, from the viewpoint of available cash for reconversion 
purposes it is the total expenditure which is important; the lag 
between the date of reconversion and the date of paying taxes of 
over a year will prevent the tax saving from becoming available in 
cash during the reconversion period for most companies. 

Sources of Working Capital 

In order to provide some indication of where companies expected 
to obtain additional liquid resources to meet reconversion costs, 
members were asked to state the sources from which their com- 
panies expected to obtain funds to finance post-war reconversion 
and conversion, where working capital was likely to be insufficient. 
Here the emphasis is on the need for cash rather than working 
capital. Current assets in the form of surplus inventories and 
claims on terminated contracts, if settlement is delayed, cannot be 
used to pay the costs of reconversion. Of the 100 small companies, 
19 did not answer this question on the source of current funds. 
Twenty-four of the remaining 81 companies reported that they 
felt that the working capitals of their companies will be sufficient. 
The majority of the companies which anticipate a need for added 
working capital will depend on bank loans—35 companies out of 
57. In addition 9 companies refer to V-loans and 6 to VT-loans. 
Of the remaining 7 companies, 2 expect to use government loans 
as a source of working capital, one plans a real estate mortgage, 
one expects to get the needed funds from its parent company, one 
plans to issue capital stock, one will depend on loans from stock- 
holders, and one will depend on loans from stockholders and direc- 
tors. 

Seven of the 15 large companies anticipate that working capital 
will be sufficient ; 5 will depend on V-loans ; one will use the banks ; 
and one company feels that post-war refunds and refunds under 
Sec. 722 of the revenue code with advance payments on cancelled 
contracts will prove sufficient. The other two companies did not 
answer this question. 

Reserves for Reconversion 
In the questionnaire members were asked, “Up to September 30, 
1943, what amount had been provided in reserves to cover the costs 
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of reconversion and conversion at the end of the war?” While 
the question referred only to reserves created to provide for the 
costs of reconversion and conversion, it is apparent from a com- 
parison of amounts reserved with estimated expenditures, that 
some of the amounts reported as reserved cover other anticipated 
post-war costs in addition to those relating to the reconversion and 
conversion of facilities. In some cases there are comments to this 
effect. In such cases and in cases where the amount reserved is 
considerably in excess of the anticipated expenditures the reserve 
has been considered a general post-war reserve rather than a spe- 
cific reserve for reconversion. 

Of the 100 small companies which supplied estimates of the cost 
of reconversion, conversion, or both, 59 state that no reserves had 
been set up for such future expenditures. A few of these state 
that consideration is being given to the establishment of such a re- 
serve at the end of the current fiscal year. Of the 41 companies 
which have set up reconversion reserves on the books, 22 have 
made provision in a specific reserve for this purpose, while 19 
have provided general reserves covering other post-war costs in 
addition to reconversion. Eight of the 41 companies report that 
their reserves have been funded. 

The companies with specific reconversion reserves have been 
more inclined to charge the reserve provision to operations than 
have companies with general reserves. Seventeen of the 22 com- 
panies which have established specific reserves have made the 
charge against operations, 4 against surplus, and one company has 
considered the amount reserved as an appropriation of profits. On 
the other hand, only 6 of the 19 companies which have provided 
general reserves have made the charge against operations, while 
4 have charged surplus, 3 have treated it as a final charge on the 
profit and loss statements, one has charged capital and surplus, one 
has charged surplus and the post-war refund, one has charged 
40 per cent against operations and 60 per cent against surplus, and 
3 report that operations have not been charged but fail to report 
where the charge was made. 

In the case of the companies which have provided specific re- 
conversion reserves, it is interesting to compare the amount pro- 
vided up to September 30, 1943, with the estimated cost of recon- 
verting and converting facilities. Of the 22 companies in this 
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group, 4 have reserves amounting to less than 50 per cent of esti- 
mated expenditures, 9 have provided between 59 and 74.9 per cent 
of the estimated amount, 4 have provided betwecn 75 and 99.9 per 
cent, and 5 have provided between 100 and 113 per cent of the esti- 
mated amount required. In the absence of specific information, one 
cannot be sure whether the reserves provided by this latter group 
are limited in purpose to reconversion. 

In answer to a request for comments on the way in which the 
amount reserved was determined, most of the questionnaires from 
companies which had created reserves contained the statement that 
the amount was based on an estimate of the amount required. In 
a few cases it was reported that the estimate had been made by 
management, officers, principal members of the organization, the 
post-war planning committee, or the research and engineering de- 
partment. In only one case was the time element specified ; this 
company used two years as the period for accumulating the desired 
reserve. In two cases the reserves have been provided by flat 
monthly charges, in one case by setting aside a percentage of net 
sales and in another case it i$ stated that provisions have been 
made “from time to time.” Two companies report that their re- . 
serve provisions have been based on their post-war refunds of 
excess-profits taxes. 

Only 4 of the 15 large companies which provided estimates of 
reconversion costs report that reserves have been established to 
cover such costs. Three have provided specific reserves for recon- 
version and one a general post-war reserve. In only one case has 
the reserve been funded. Two companies have treated the reserve 
provision as a charge against operations, one has treated it as a 
deduction from income, and the other has treated it as a reserva- 
tion of earned surplus. One company states that the amount re- 
served has been based on profits; one that it is based partially on 
payrolls, partially on sales billed, and partially on estimated re-. 
quirements for intangibles ; a third states that the amount is based 
on an estimate made in 1941 subject to annual review, while the 
fourth company does not answer this question. 
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* Converted in part only. 
** Not to be converted. 
ead Negative working capital. 
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